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THE MORTGAGEE LOOKS AT THE
COMMERCIAL LEASE
SENECA

B.

ANDERSON*

In a companion article, "The Mortgagee Looks at the Ground
Lease," I the requirements of the mortgagee of a long-term leasehold
estate were considered. It was there pointed out that the ground lease
differs in many respects from its more familiar commercial counterpart
and that the draftsman of the former cannot safely make use of many
clauses designed for the latter. It was stated that the presence in a
ground lease of certain covenants common to commercial leases renders it impossible for the lessee to obtain a leasehold mortgage from
any prudent lender, and that failure to include additional covenants
specifically designed for the protection of leasehold mortgagees either
precludes a leasehold mortgage or at best makes one extremely difficult
to procure.
The purpose of this article is to examine the commercial lease
from the standpoint of the mortgagee who is asked to lend on the
security of real property subject to such a lease and to forewarn the
draftsman of possible objections to his handiwork that may prevent
the lessor from, or impede him in, obtaining a mortgage loan. This
is more difficult than in the case of the ground lease; in that field
most experienced counsel representing lending institutions are in
general accord as to the requirements essential for the mortgagee's
protection. Unfortunately for the draftsman,2 mortagees' standards
for commercial leases vary from loan to loan. There are good reasons
for this lack of consistency, and they are not without understandable
pattern.
In the first place, there is little uniformity among commercial
leases. Some are net leases that impose few burdens on the lessor
beyond the covenant of quiet possession, but give the lessee rights in
*B.A. 1930, Louisiana State University; LL.B. 1933, Harvard University; member
of Tennessee, Massachusetts, and Miami, Florida, Bars.
110 U. FLA. L. REv. 1 (1957).
2Normally leases are drawn by the lessor's counsel, and whenever in this article
the draftsman is referred to the lessor's attorney is meant. It must be recognized,
however, that most chain store tenants insist upon use of their printed forms or
forms drafted by their own counsel. Counsel for the lessor must subject these
forms to close scrutiny and hold out for changes essential to the lessor's protection
or that will be demanded by mortgagees.
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insurance proceeds and condemnation awards similar to those encountered in ground leases. These rights often conflict with the
interest of the lessor's mortgagee. Other leases provide for a gross
rental, with the bills for repairs, maintenance, insurance, and taxes
falling on the lessor. Many shift a part of these expenses to the lessee
while requiring the lessor to assume the balance. Still others call for
rents based upon a percentage of sales, either with or without a minimum guarantee. Covenants to provide parking rights in common with
tenants of adjoining premises or to provide railroad sidings are frequently encountered. These require thoughtful analysis by the attorneys representing the lessor, the lessee, and the mortgagee. Special
requirements of the lessee often result in the insertion of lessors' covenants limiting the use of other property, a situation calling for careful consideration when the mortgage is to include only the demised
premises.
Secondly, lenders' standards for commercial leases are flexible because they are affected by such diverse factors as location of the property, duration of the lease, credit ratings of lessee and mortgagor, size
of the loan in reference to the intrinsic value of land and improvements, interest rate, whether improvements are suitable for only one
type of business or for many, character of the lender, and state of
the money market.
The mortgagor will seek his financing, usually from an institutional
lender, and always at the lowest possible rate of interest and on the
most favorable terms available. The requirements of such lenders
differ radically from those of speculators willing to assume risks for
abnormal returns. Therefore the draftsman must not forget that
the mortgagee who will look at the lease is, in the words of Will
Rogers, "more interested in the return of than the return on" its investment.
THE REAL

SECURITY - REAL EsTATE OR LEASE?

The first question to which the mortgagee's attorney must obtain
an answer is whether his client is making a so-called brick and mortar
mortgage, in which the land improvements alone warrant the mortgage, or whether the consideration primarily motivating the lender
is the credit rating of a strong tenant who has entered into a longterm lease, assuring a steady stream of rental checks the flow of which
must be preserved at all costs. In the former case the mortgagee's
attorney need only be sure that the lease contains no covenants detri-
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mental to his client should it be forced to foreclose or should the mortgage lien be transferred to insurance proceeds, condemnation award,
or some other fund. In the latter case he must also determine if the
lessee is afforded any means of terminating the contract and escaping
the rent obligation.
The importance of distinguishing between the two types of loans
is illustrated by the different treatments accorded condemnation
clauses. Many leases provide that the lessee may terminate in the
event of a taking of the demised premises "in whole or in part."
Under such a clause any taking except possibly one so insignificant as
to come under the "de minimis" rule will entitle the lessee to break
his lease. 3 When the lease contains no condemnation clause a partial
taking neither terminates the lease nor, under the majority rule, operates to abate the rents. 4 In a short-term lease to the neighborhood
barber, grocer, or druggist a termination covenant will not trouble
the mortgagee. On the other hand, if the mortgage is on a supermarket in an outlying section where the loan would not be made
except for a long-term lease to a tenant with impeccable credit standing, the mortgagee will probably reject the loan unless the lease is
amended so that it can be canceled only upon a taking that will
substantially destroy the usefulness of the property to the tenant. Objection to this clause may be withdrawn, even when the credit of the
lessee is of paramount importance, if the location and nature of the
demised premises are such that the risk of condemnation is virtually
nonexistent.
INHERENTLY DANGEROUS CLAUSES

Although it is not possible to enumerate, much less discuss, all of
3Cf. Loeffler v. Roe, 69 So.2d 331 (Fla. 1953); Ungrich v. Shaff, 119 App. Div.
843, 105 N.Y. Supp. 1013 (1st Dep't 1907); Peoples v. Hagaman, 31 Tenn. App. 398,

215 S.W.2d 827 (1948).
4Pasadena v. Porter, 201 Cal. 381, 257 Pac. 526 (1927); A. W. Banister Co. v.
P. J. W. Moodie Lumber Corp., 286 Mass. 424, 190 N.E. 727 (1934); Lehigh Valley
R.R. v. Metropolitan Lumber Co., 8 N.J. Misc. 55, 148 Atd. 568 (Sup. Ct. 1930).

Contra, Board of Levee Comm'rs v. Johnson, 66 Miss. 248, 6 So. 199 (1889);
McCardell v. Miller, 22 R.I. 96, 46 Atl. 184 (1900).
In spite of the fact that, for all practical purposes, a total taking puts an end
to the obligations of both lessor and lessee, the lessee nevertheless may be severely
penalized if the lease recites that it terminates upon a total taking. See Zeckendorf
v. Cott, 259 Mich. 561, 244 N.W. 163 (1932). Absent such a clause he will share in
the award. Corrigan v. Chicago, 144 Ill. 537, 33 N.E. 746 (1893).
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the lease provisions that can prove potentially detrimental to a mortgagee whose lien is junior to the lease, certain covenants falling in
this classification are repeatedly encountered. An understanding of
why their presence is considered objectionable should enable the
draftsman to cope with similar or related problems as they arise.
Security Deposit Agreements
Many landlords when renting to tenants with weak credit ratings
wisely demand substantial deposits to guarantee rent payment. If the
lessee is astute he will not rely upon the personal covenant of the
landlord to return the deposit but will protect himself against possible
foreclosure and insolvency of the landlord by requiring that his lease
be senior to all mortgages and that if the deposit is not returned he
either be permitted to continue in possession without payment of rent
until the deposit is thus recouped or that he be granted a lien on the
demised premises.
Such a covenant impairs the security of the mortgagee to the extent
of the deposits, since the purchaser at foreclosure is compelled to repay the deposits either in cash or in free rent.5 When the sums involved are relatively small and no lien is retained against the premises,
the mortgagee may elect to proceed with the loan; when they are substantial it may reduce the size of the loan. On the other hand, if the
lessee has acquired a lien on the demised premises, it is an encumbrance superior to a subsequent mortgage and it renders the loan illegal for institutional lenders compelled to restrict themselves to first
mortgages on unencumbered property.6 In the latter case subordina5The cases are in conflict as to whether a covenant to return a security deposit
runs with the land. Compare Moskin v. Goldstein, 225 Mich. 389, 196 N.W. 415
(1923), with Richards v. Browning, 214 App. Div. 665, 212 N.Y. Supp. 738 (1st
Dep't 1925). The Florida Court has not ruled on this question.
6Although most statutes regulating investments of life insurance companies restrict investments in mortgages to those secured by improved and unencumbered
real estate, they generally make exceptions for certain encumbrances. See CONN.
GEN. STAT. §6168 (Supp. 1956); MAss. ANN. LAWs c. 175, §63.7 (1956); N.J. STAT.
ANN. §17:24-1c (1956); N.Y. Ins. Law §81 (6); PA. STAT. ANN. tit. 40, §504(g) (1936).
For examples of encumbrances, see Morgan v. Firestone Tire & Rubber Co., 68
Idaho 506, 201 P.2d 976 (1948) (lease); Depositors Trust Co. v. Bruneau, 144 Me.
142, 66 A.2d 86 (1949) (underground easement); Golden Development Corp. v.
Weyant, 269 App. Div. 1039, 58 N.Y.S.2d 687 (2d Dep't 1945) (set-back restriction);
Hecketsweiler v. Parrett, 185 Ore. 46, 200 P.2d 971 (1948) (lease); Hebb v. Seversen,
32 Wash.2d 159, 201 P.2d 156 (1948) (definition).
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tion of the entire lease, or at least of the lessee's lien, is essential. If
this cannot be obtained the usual alternative is to require the lessor
to repay the security deposit either in advance of the loan closing or
out of the money borrowed from the mortgagee.
Purchase Options
Purchase options, often found in commercial leases, usually fall
into one of three classes: an option of first refusal, an option to buy
at a price to be determined by appraisers, and an option to buy at a
fixed price.
The option of first refusal normally provides that the lessor will
not sell the demised premises to a third party without first offering
it to the lessee at the same price. Such an option is acceptable to
most mortgagees.
The option to buy at a price determined by appraisers as a rule
provides that the lessee may at any time, or at a designated time, purchase the property at a price to be agreed upon between the parties
or, if they cannot agree, at a price to be fixed by appraisers. This
clause is objectionable to mortgagees in all cases in which there is
not a minimum option price at least equal to the mortgage balance,
with a reasonable margin to allow for delinquent taxes, interest, foreclosure expense, and the like. The reason, of course, is that the appraisers may fix a price below the mortgage balance, thereby causing
a partial forfeiture of the mortgage. The draftsman must expressly
subordinate this option to the lien of the mortgage if the lessor is to
obtain an institutional mortgage, or at least amend it by inserting a
minimum price in excess of the contemplated loan.
The most frequently encountered option simply gives the lessee
the right to buy at a fixed price. This makes it unsafe for a mortgagee junior to the option to lend more than the option price less
It should be noted that, although FLA. STAT. §635.27 (12) (1957), regulating the
investments of domestic life insurance companies, permits investments secured by
"first mortgages, liens, or deeds of trust on fee simple, unencumbered, improved
or income producing real property located in the United States or in Canada," it
contains no list of excepted encumbrances. It therefore appears that a Florida
insurance company may not lawfully invest in a mortgage on property encumbered
by a lease, a restriction regulating the use of the property, or even a public utility
easement, unless they are subordinated to it. Directors of a Florida life insurance
company who approve investments that do not strictly comply with the investment
statute may subject themselves to personal liability for any loss that may result,
regardless of their good faith.
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a reasonable margin in case the mortgagor's default increases the
debt beyond the initial loan. Many lenders are troubled by these
options because they are encumbrances on the title for which the
statutes under which they are controlled make no exception. 7 Even
in Massachusetts, where this objection to a purchase option has been
cured by statute," at least one large institutional lender refuses to lend
behind such an option unless local counsel will furnish an opinion
that the mortgage lien cannot be destroyed by payment of the option
price to the owner.9 The draftsman is well advised to make provision
for satisfaction of any mortgages, to the extent of the option price,
by direct payment to the lender out of the money to be paid by the
purchaser. If the mortgagor expects to seek financing from other than
a Massachusetts life insurance company the option should be expressly
declared subordinate to mortgages not in excess of the option price,
although admittedly there are mortgagees who may make such loans
without the benefit of a statutory exception for options.
Insurance and Condemnation Clauses
Most reputable lending institutions will consent in advance to
the use of casualty insurance proceeds to replace destroyed improvements rather than to reduce the mortgage, provided reasonable conditions precedent are met. The prudent mortgagee will insist upon
the right to apply any insurance proceeds to the debt if at the time
of the casualty the loan is seriously in arrears, or if the lease is in
default and the mortgage is dependent on a high credit lease. If the
mortgagee does not insist upon reducing the debt with the proceeds
and the premises are restored satisfactorily, the mortgagee will probably obligate itself to disburse the proceeds only upon proof that the
lease continues in good standing and that there are no mechanics' or
materialmen's liens that can take precedence over the mortgage.
When, as is usually the case, the mortgagor or the tenant wishes
a contractual guarantee that in case of casualty loss the insurance
proceeds will be used to restore the premises-not simply as reimbursement for the cost of restoration - the lender must safeguard it7Willins, The High Credit Lease As Security -A
AsS'N OF LIFE INS. COUNSEL PROCEDMINGS 1 (1954).

Lawyer's Viewpoint, 12

8MAss. ANN. LAWS c. 175. §63.7 (1956).
9The reasons for this requirement are set out by its counsel in Williams, supra
note 7. It should be noted that Florida counsel for this company have been unwilling to give the required opinion.
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self against the possibilities that funds in excess of indemnity payments
may be needed to complete the job or that the insurance payments
may be seized by creditors or diverted to other uses. Therefore, before
the mortgagee will agree to part with the insurance money it will
usually require that the cost of restoration be fixed and that the
difference between the cost and the net proceeds of insurance be expended first. Lenders will normally agree to release of funds only
against architects' certificates or builders' requisitions.
If the mortgagor, or the lessee if it is obligated to replace the
damaged improvements, is a corporation with a prime credit rating,
lenders may be considerably more lax in their enforcement of these
requirements than when dealing with those whose solvency is not
beyond question or with individuals.
In spite of their willingness to have insurance proceeds used for
reconstruction, mortgagees insist that insurance proceeds be made
payable directly to themselves or to a trustee. If to a trustee, the trust
agreement is subject to close scrutiny to assure that the lender is fully
protected.
As a rule this latter requirement presents few difficulties when the
lessor pays for the insurance and assumes the burden of replacing
damaged improvements. On the other hand, there are many leases especially in sale and lease-back transactions - under which the lessee
pays insurance premiums and agrees to restore the premises. Generally
the lease then provides that the insurance is payable to the lessee,
who may not consent to a prior lien thereon in favor of a mortgagee
without satisfactory assurance that the proceeds can be used for restoration as long as there is no default under the lease.
Even when a tenant whose credit rating is excellent is required
to restore casualty losses, the mortgagee may decline the mortgage
unless it is granted a first lien on the insurance, if for no other reason
than to avoid protracted explanations to insurance commissioners,
bank examiners, and similar officials who may be prone to question
any departure "from the book."'1 ° When the lessee's solvency may be
suspect, direct payment of insurance losses to the lessee may endanger
the mortgagee's security, since the proceeds of the insurance, unless
kept segregated and impressed with a trust, are liable to seizure by
the tenant's creditors or by a trustee in bankruptcy. Furthermore,
loMany statutes regulating life insurance companies' investments require that
fire insurance policies be made payable to the mortgagee. LA. REv. STAT. §22:844 (5)
(1950); Wis. STAT. §206.34 (c) (1950).
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when payment is to a mortgagee or a trustee the standard mortgagee
clause renders the policy practically noncontestable.
Counsel for the lessor, therefore, should insist that any provision
making insurance payable to the lessee or to lessor and lessee jointly
or to a trustee, or even giving the lessee a lien thereon, be coupled
with a clause expressly providing that the first mortgagee shall have
a prior lien if it will agree to disburse the moneys collected, under
the conditions just discussed. Too few leases spell out these conditions with sufficient clarity, and for that reason insurance covenants
are among those most frequently objected to by lenders' attorneys.
Condemnation clauses present the same problems as insurance
provisions, but with added complications. If a partial taking results
in a reduction of rent, the mortgagee should insist that a part of
the award at least sufficient to offset the rent reduction be applied to
the debt, with only the balance available for replacing damaged improvements. The mortgagee should demand the same lien on the
condemnation award that it requires on the insurance.
Rent Withholding Clauses
Covenants to pay rent, in the absence of contrary stipulation, are
normally independent of many lessors' covenants; and, except in the
case of total or partial eviction, liability for rent frequently continues
even though the lessor fails to carry out important phases of his bargain.1 This traditional view has been weakened in many jurisdictions by decisions that permit the lessee to set off damages when sued
for rent. 12 Thus a covenant reserving to the lessee the right to carry
out certain of the lessor's covenants, such as the covenant to pay taxes
or to make repairs, in case the lessor refuses to do so after demand,
and to recoup the expense by withholding rent, may actually give
the lessee few, if any, greater rights than he already has.
Many otherwise objectionable covenants will not bother a mort"'See Arnold v. Krigbaum, 169 Cal. 143, 146 Pac. 423 (1915); Barry v. Frankini,
287 Mass. 196, 191 N.E. 651 (1934). But see Kulawitz v. Pacific Woodenware and
Paper Co., 25 Cal.2d 664, 155 P.2d 24 (1944); Masser v. London Operating Co., 106
Fla. 474, 145 So. 72 (1932); University Club v. Deakin, 265 Ill. 257, 106 N.E. 790
(1914); John B. Stevens & Co. v. Pratt, 119 Wash. 232, 205 Pac. 10, 28 A.L.R. 1445
(1922).
12Tyson v. Weil, 169 Ala. 558, 53 So. 912 (1910); Masser v. London Operating
Co., supra note 11; Rubens v. Hill, 213 Ill. 523, 72 N.E. 1127 (1904). Contra, McMillan v. Wickstrom, 244 Mass. 159, 138 N.E. 253 (1923).
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gagee not concerned with the preservation of the lease, so long as the
remedy is restricted to injunctive relief or lease cancellation. In a
jurisdiction that permits a lessee to recoup damages from rent, such
covenants should give the mortgagee some hesitation, since the lessee,
unless the contract expressly denies the right, may be able to withhold rent.
Although mortgagees will generally accept a covenant permitting
withholding for repairs, taxes, insurance, and actual expenditures of
like nature, especially when it can be demonstrated that the right
exists anyway, covenants that provide for withholding substantial
sums as liquidated damages or that abate rent during continuation
of a default are highly objectionable. Many strong landlords' leases
contain clauses expressly denying lessees the right to withhold rent
under any conditions. Such covenants are naturally favored by mortgagees and should be sought by lessors whenever practicable.
When the lease or applicable state law authorizes recoupment
against rent, it is desirable to include a provision requiring the lessee
promptly to notify the mortgagee as well as the lessor when a default
occurs. Otherwise the lessee may advance large sums without the
mortgagee's knowledge and offset them against future rent. Such a
notice requirement, however, is rarely encountered. There is no
reason why the lessee should oppose such a requirement, provided
notice is to be sent only to mortgagees who first inform the lessee of
their names and addresses.
Lessors' Covenants to Build
Many leases require the landlord to erect a building within a specified time. If the time is ample the lessor can usually obtain a construction mortgage from a local lender and then refinance with a life insurance company. The latter mortgagee will disregard the building
covenant because it will have been complied with when the construction loan is refinanced.
Some leases require the lessor to erect an addition on demand of
the lessee or if the volume of sales exceeds an agreed-upon figure.
They usually provide that a fixed or minimum guaranteed rent be
increased and that the term be extended. To be acceptable such
clauses should also provide that the lessee will pay any cost of the
improvement in excess of a fixed figure when the increased rent is
not based upon a percentage of cost, since no one can accurately
predict future construction costs. Even then, unless the lessee is
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highly solvent and the mortgagee will commit itself to advance the
additional construction money when needed, the lessor may find it
impossible to obtain a satisfactory mortgage. Although the mortgagee
may not covenant to finance the improvement, it may be compelled
as a practical matter to do so. A suggested solution is for the lessee
either to waive its right to the addition in the event that the lessor
cannot obtain added financing on terms predetermined by the lease
or for the lessee to agree to put up the cost itself, the money to be
secured by a junior mortgage.
Even with the tenant's agreement to lend the cost of the improvement, mortgagees may still object to the covenant to erect improvements unless the covenant terminates upon foreclosure, their position
being that if they purchase at foreclosure they will not consent to
mortgage the property for the cost of the improvements and will
therefore still be required to advance the construction costs. Although
they may sometimes relent for national chain stores and other preferred tenants, a lessor is foolish indeed who does not ascertain before
he executes the lease whether such a clause will be acceptable to the
proposed mortgagee.
A lease providing that the tenant's right to demand an improvement will not survive foreclosure should not cause the tenant undue
concern. He should merely include in the lease the right to cure
defaults under the first mortgage. If carrying costs are less than rent,
he can always prevent foreclosure at no cost to himself.
Sometimes when shopping centers are contemplated the initial
tenant will require that his landlord covenant to erect other buildings
on neighboring land within a limited period of time. Such a provision
is almost certain to prevent financing of the first building unless the
others are constructed contemporaneously with it. Frequently this
is impractical. Nevertheless the tenant is not willing to pay the lease
rental without the benefit of adjoining stores. In several instances
this problem has been solved by inserting in the lease a covenant
limiting the remedy for failure to erect other stores to a suit for damages against the original promoter and requiring him to post a performance bond or other adequate security, which may take the form
of a second mortgage on the demised store and appurtenant parking
areas.
SUBORDINATING THE LEASE

In some jurisdictions, such as Maine and Massachusetts, that fol-
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low the title rather than the lien theory of mortgages and where foreclosure is customarily by entry and sale rather than by suit to foreclose, the mortgagee senior to a lease is under a special handicap. If it
forecloses, the lease is automatically terminated 13 and a solvent tenant
escapes an onerous lease. In others, including Florida, that follow
the lien theory and where foreclosure is by suit, the lease continues
in full force and effect unless the lessee is joined in the suit as a party
defendant,'14 so that the mortgagee is in complete control when the

mortgage is superior to the lease. In that situation the mortgagee has
the sole option of recognizing or canceling the lease. Hence a mortgagee of Florida property is never at a disadvantage by being senior
to an important lease, although this statement is untrue in many
states.' 5
When the preservation of a lease that contains covenants inherently
dangerous to a mortgagee is considered unimportant by the lender,
a mortgage may safely be made in any state if the mortgage is senior
to the lease. It is senior when the lease is entered into subsequent to
the recording of the mortgage. When the lease is recorded prior to
the making of the mortgage, or even when it is executed, though not
recorded, and the mortgagee has notice of its existence, the reverse
is true and the lease is senior to the mortgage unless it contains a
subordination clause.
A clause stating simply that the lease shall be junior or subordinate to all subsequent mortgages, or to certain classes of mortgages
the terms of which are met by the proposed mortgage, operates to
make the mortgage senior to the lease in precisely the same fashion
as if the lease were not entered into until after the recording of the
mortgage. Thus in the presence of such a clause the mortgagee can
always rid itself of a lease containing detrimental covenants by joining
the lessee as a defendant in a foreclosure or, in states where the Maine
and Massachusetts practice prevails, by refusing to permit the lessee
-3Anderson v. Robbins, 82 Me. 422, 19 At. 910 (1890); Smith v. Shepard, 32
Mass. (15 Pick.) 147 (1833).
14Dundee Naval Stores Co. v. McDowell, 65 Fla. 15, 61 So. 108 (1913); Wheat
v. Brown, 3 Kan. App. 431, 43 Pac. 807 (1896); Alford v. Carver, 31 Tex. Civ. App.
607, 72 S.W. 869 (1903). But there appears to be doubt in some jurisdictions as
to whether a junior lease survives a foreclosure, even when the lessee is not a
party. See Annot., 14 A.L.R. 640 (1921).
15 In fact, it has been urged that mortgagees should insist that leases to financially strong tenants be ahead of their mortgages, although the reasons for this
viewpoint do not apply in Florida. Campbell, Some Aspects of the Landlord-Tenant-Mortgagee Relationship, 8 Ass'N OF LIFE INS. COUNSEL PROCEEDINGS 499 (1950).
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to attorn. Priority of the mortgage affords no solution, however, when
the loan depends on the high credit of the lessee and the lender does
not wish to lose the tenant. Under these circumstances the mortgagee
will insist on elimination of the objectionable provisions in their
entirety rather than upon subordination.
Occasionally a satisfactory compromise can be achieved. A burdensome lessor's covenant upon which the lessee places great stress can
be retained if accompanied by a proviso that its violation will not permit cancellation of the lease or withholding of rent and by a further
statement that the objectionable covenant will not survive if the property is acquired by the mortgagee, whether by foreclosure or otherwise.
This provision will not jeopardize a lessee when the carrying costs
of the mortgage, including taxes, insurance, and repairs, are less than
the rent, since the lessee can prevent foreclosure by inserting a clause
authorizing the making of these payments direct to the mortgagee if
the lessor defaults.
Counsel for the mortgagor should beware of so-called subordination
clauses that state that the lease shall be subordinate to any mortgage
if the mortgagee will agree to recognize the lease in the event of foreclosure, provided there is no default by the lessee, or that condition
the subordination upon an agreement not to make the lessee a party
defendant in any foreclosure proceeding unless he is in default. Just
what these clauses mean, if anything, is a secret closely guarded by
their authors.16
It must be borne in mind that most strong lessees will insist that
their leases be senior to all mortgages. Except when there is no statutory authority for lending on property encumbered by a lease, mortgagees are accustomed to lending subject to leases that contain no
objectionable features.
ESCAPE HATCHES

As has already been pointed out, an "escape hatch," or clause that
enables the lessee, either at any time or in the event of certain contingencies, to cancel the lease is of little importance in the case of the
strictly "brick and mortar" mortgage. When, however, the lease is
16Possibly one reason for the popularity of these clauses is that they are believed
to prevent the lease'from constituting an encumbrance ahead of the mortgage, and
hence enable a lender to comply with investment statutes similar to FLA. STAT.
§635.27 (12) (1955). See note 6 supra.
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considered essential or important to the security of the loan the mortgagee's counsel will examine it carefully for such clauses.
In determining whether the lease is acceptable, not every escape
hatch will bar a mortgage. Mortgagees must and do recognize the
lessee's need for bona fide clauses providing for termination if, for
example, there is substantial destruction of the premises by fire or
other casualty, or if the premises can no longer be used for the purposes for which they were leased. On the other hand, they object to
provisions that afford the lessee unreasonable opportunities to wriggle
out of leases that prove economically disadvantageous. Thus a clause
permitting cancellation in event of total destruction by fire will be
viewed differently from one giving the tenant an option to cancel in
the event of any fire loss.17

Breach of many landlords' covenants will not permit the lessee to
cancel the lease.18 Therefore a covenant to the effect that any breach
by the lessor will afford the tenant the remedy of cancellation is an
extension of the tenant's common law rights not lightly to be accepted
by either the lessor or his mortgagee. Its presence may well make lethal a whole set of otherwise harmless covenants.
As in the case of the covenants considered inherently dangerous,
no attempt will be made to provide a check-off list of escape hatches.
The following examples are merely illustrative.
Covenants Against Renting to a Competitor
These covenants usually provide that no store in the same building
or shopping center may be used for the same purposes as the demised
premises. Such agreements are not viewed as independent covenants,
and if they are violated the lessee can abandon his lease. 19 Normally
they present no very great hazard when the mortgage covers the entire area in which the restriction applies, since it will be no more to
the lessor-mortgagor's interest to lose his tenant than to the mortgagee's. 20 When the restriction includes property not encumbered by
17At common law complete destruction of a building by casualty did not relieve
the tenant of his covenant to pay rent, provided the lease covered both land and

building. Sheets v. Selden, 74 U.S. (7 Wall.) 416 (1868); Robinson v. L'Engle, 13
Fla. 482 (1869-71).
1sSee note 11 supra.
19Kulawitz v. Pacific Woodenware and Paper Co., 25 Cal.2d 664, 155 P.2d 24
(1945); University Club v. Deakin, 265 Ill. 257, 106 N.E. 790 (1914).
2oBut note that the insertion in other leases of a covenant against competition
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the mortgagee, as is frequently the case, there is always the danger
that the unmortgaged property may fall into the hands of someone
other than the owner of the demised premises, who may find it to his
interest to lease to a competitor. A reasonably effective solution is
to place of record a restriction senior to all mortgages, prohibiting
the forbidden use. It is desirable, although not always essential, that
the lessee's remedies be limited to injunctive relief and damages
against the violator, because of the possibility that a breach of the
covenant may occur as the result of another tenant's act in violation
of his covenant with the lessor. Frequently, however, no-competition
clauses that go to unreasonable lengths are encountered. The following is an extreme example:
During the term of this lease and any extension thereof
the Landlord shall not use or permit to be used any other part
of the shopping center or any other property directly or indirectly owned or controlled by the Landlord within a radius
of five thousand feet of the shopping center for the sale of
food for consumption off premises. If this covenant be violated
the Tenant without liability of forfeiture of its term, may
withhold payment of any or all installments of rent accruing
during such violation. The total amount of such rents thus
withheld shall be deemed to be liquidated damages for such
breach of covenant and not as a penalty therefor. In addition
to this remedy the Tenant shall be entitled to injunctive or
other appropriate relief upon a breach of this covenant.
Another one, though not so unreasonable, is a constant irritation
to lenders:
The Lessor agrees that he will not lease, rent, or permit to
be occupied for such operation or business as Super Market,
Grocery Store, Meat Market, Poultry Market, Fish Market,
Fruit Market, Vegetable Market, Produce Market, or any combination or portion thereof, any store or building on any land
owned or acquired by Lessor or any in which he is interested
within 500-ft. of any part of the land covered by or set forth
in this lease during the term of this lease and any extensions
thereof.
may not excuse the lessor if the contract is breached. University Club v. Deakin,
supra note 19. Contra, Lucente v. Davis, 101 Md. 526, 61 At. 622 (1905).
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There is no justification for either of these covenants. The tenant
is injured just as much by a competitor on someone else's land as his
landlord's, if it is within the forbidden area. The inclusion of the
first covenant makes it impossible to obtain an institutional mortgage
without an amendment to the lease, and many mortgagees will not
go along with the second. The lessee will receive ample protection and
the lessor can finance the building if the no-competition clause applies
only to specific property owned by the lessor, and if the lease requires
that a restrictive covenant be recorded and limits the remedy to injunctive relief. An action for damages is permissible if it is expressly
made inapplicable to those claiming by, through, or under the mortgage. If the lessor demands this protection before the lease is executed
he can usually get it.
Subleases
The "ground lease with subordination, ' ' 21 in which the lessor
agrees to join with the lessee in certain mortgages, has gained wide
popularity in Florida. A mortgage in which both lessor and lessee
join is a fee mortgage. When the mortgage is made on the credit
of a sublease in which the lessee of the ground lease alone is the lessor,
however, the mortgagee may discover that termination of the ground
lease by the ground lessor permits the sublessee to vacate the premises.
This is possible because termination of the underlying lease destroys
the estate of the ground lessee, and there is then neither privity of
contract nor privity of estate between the fee owner and the sublessee.

22

Frequently sublessees protect themselves by requiring that the
underlying lessor agree to recognize the sublease in the event of cancellation of the ground lease. Such a covenant, however, is not adequate to protect the mortgagee, since it only binds the lessor without
placing a reciprocal obligation on the sublessee. To create privity
21See Anderson, The Mortgagee Looks at the Ground Lease, 10 U. FLA. L.

REv.

1 (1957).
22East Coast Stores, Inc. v. Cuthbert, 101 Fla. 25, 133 So. 863 (1931); Williams
v. Michigan Cent. R.R., 133 Mich. 448, 95 N.W. 708 (1903); Leckie v. Dunbar,
177 Okla. 355, 59 P.2d 275 (1936). It is important to note that if there is an
assignment rather than a sublease the assignee is bound. The distinction is that

in a sublease the term of the sublease is less than the term of the lease, whereas
if all the term is conveyed by the lessee it is an assignment rather than a sublease,
regardless of the nomenclature employed. C. N. H. F., Inc. v. Eagle Crest Development Co., 99 Fla. 1238, 128 So. 844 (1930); Leckie v. Dunbar, supra.
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between lessor and sublessee, the latter must also covenant to attorn
in the event of termination of the underlying lease. Counsel for
sublessor have not been sufficiently alert to this lack of mutuality, and
many large loans are sought on the credit of subleases containing a
built-in escape hatch highly detrimental to mortgagees.
ParkingEasements
The presence in a lease of a covenant to provide parking in common with other tenants, their customers and employees, presents more
of a title problem than a problem in the law of landlord and tenant.
If the mortgage is a first lien on the parking lot, subject only to parking easements in favor of other tenants in a shopping center, the
mortgagee is amply protected provided the continuance after foreclosure of the easements of the cotenants is dependent on payment of
their pro rata share of taxes and cost of maintenance.
It is not necessary that the mortgage include the fee title to the
parking area, provided there is appurtenant to the mortgaged premises
a parking easement of record that is senior to all liens except for future taxes23 and that enables a holder of the easement to require any
coholders to contribute toward taxes and maintenance. Too often,
however, lessors encounter difficulty in shopping center financing because of inability to satisfy the mortgagee's requirements that the
mortgagor be able to deliver the parking privileges contracted for in
the lease and that in event of foreclosure the mortgagee-purchaser be
able to deliver them and to require others sharing the use of the
parking facilities to contribute to their maintenance. Nothing is more
likely to cause a tenant to terminate his lease than loss of parking
privileges.
RailroadSiding Easements
The problem in railroad siding easements is essentially the same as
in the case of parking easements. The lessee will insist upon the right
2

31n most states the purchaser at a tax sale takes the property subject to easements, the theory being that the easement is included in the tax bill of the dominant property. Tax Lien Co. v. Schultze, 213 N.Y. 9, 106 N.E. 751 (1914); Hayes
v. Gibbs, 110 Utah 54, 169 P.2d 781 (1946). Several states, including Florida, have
rejected this doctrine, e.g., Wolfson v. Heins, 149 Fla. 499, 6 So.2d 858 (1942);
Magnolia Petroleum Co. v. Moyle, 162 Kan. 133, 175 P.2d 133 (1946). See Annot.,
168 A.L.R. 513, 530 (1947). The only easements not cut off by a tax sale of Florida

Published by UF Law Scholarship Repository, 1957

17

Florida Law Review, Vol. 10, Iss. 4 [1957], Art. 6
UNIVERSITY OF FLORIDA LAW REVIEW

to terminate if the easement is lost. Hence if the easement crosses
land of another it must be an encumbrance that cannot be destroyed
by a prior lien, and title must be good.
Even when the mortgagee is indifferent to the credit of the tenant
it cannot afford laxness in parking and railroad siding easements,
since the loss of either will not only permit the tenant to terminate
his lease but will materially decrease the rental value of the premises.
CONCLUSION

Since the mortgagee's willingness to lend on property subject to a
lease will depend on business as well as legal considerations, the task
of representing a mortgagor requires, in addition to legal skill, an
up-to-date familiarity with the current "party line" among lenders.
This is achieved by business experience and day-to-day dealings with
lenders and not out of form books. The lawyer who is not closely in
touch with mortgagees' demands subjects his client to unnecessary
risks if he permits him to execute an important lease without prior
approval of the mortgagee. Nevertheless, lawyers who would not
presume on their own knowledge of such specialties as taxation or
patent law draft long-term commercial leases involving substantial
sums of money without consulting the prospective lender, its local
counsel, or attorneys specializing in mortgage financing.
Aside from recommending consultation with those engaged in
representing mortgagees, it is possible to offer three worthwhile hints
to counsel for the mortgagor.
First, when the lease is for a short term or to a tenant without top
credit standing, always endeavor to subordinate the lease to subsequent mortgages, at least in those jurisdictions that follow the Florida
system of foreclosure.
Second, when subordination is impossible to obtain, or when preservation of the lease is important in order to obtain a loan, carefully
analyze all lessor's covenants and especially all covenants having to
do with insurance or condemnation proceeds. Refuse to accept any
covenant that may (1) permit the lessee to remain in possession without paying rent, (2) impose any abnormal burden on a purchaser at
foreclosure, or (3) impair the mortgagee's lien on insurance or condemnation awards.
lands are telephone, telegraph, pipe line, power transmission, or other public
service easements. These continue by virtue of FLA. STAT. §192.58 (1957), but
only if they are of record or actually in existence on the land.
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Last, except when the property is of such a character that the lease
adds little or nothing to its value, maintain a diligent vigil for potential escape hatches and delete any that appear susceptible to abuse.
Observation of these three suggestions will at least reduce the
number of instances in which the mortgagor's counsel will be compelled to seek an amendment to the lease from a lessee who may be
unwilling to release any rights without substantial concessions.
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